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The significance of this bankruptcy case relates to the nunc
pro tunc substantive consolidation of the assets and liabilities of
a corporation in bankruptcy and its sole shareholder, not in
bankruptcy (until afterwards). Because the bankruptcy court’s nunc
pro tunc order was an abuse of discretion under the facts of this

case, we vacate the district court’s order and renand.



I

Rehnmat A. Peerbhai, an entrepreneur in the autonobile
i ndustry, owned and managed AIG a holding conpany in the
aut onobi | e i nsurance business, prior to 1992.* On April 21, 1992,
Peer bhai incorporated a new conpany, AlA which sells autonobile
i nsur ance. A parent-subsidiary relationship was forned between
AlG as parent, and AlA, as subsidiary, with Peerbhai acting as the
sol e owner of both conpanies. AlG AlA and Peerbhai are all
debtors i n bankruptcy proceedi ngs that are at issue in this appeal.

I n Sept enber 2000, Peerbhai, in his individual capacity, and
Al G approached Wl |Is Fargo for financing, and Wl ls Fargo agreed to
enter into loan transactions wth both. However, Wells Fargo
requi red Peerbhai, AIG and AIA to be independently audited by
Pri cewat er houseCoopers and Bel ew Averitt LLP before granting the
| oans. After review ng the financial statenents and audit reports,
Wells Fargo agreed to | end noney to Peerbhai as an individual, and
to AIG Wlls Fargo extended a loan in the amount of $2.4 mllion
t o Peerbhai and Al G as co-borrowers, and another [ oan in the anount
of $1.2 million to AIG Wl Ils Fargo required Peerbhai personally
to guarantee AIG s corporate obligations, and Peerbhai executed a
Conti nui ng Guaranty on Septenber 21, 2000.

I n Decenber 2001, AIG breached a material |oan covenant with

Wl | s Fargo. On January 10, 2002, Wlls Fargo filed, in state

! This recitation of the facts is taken largely from the
district court’s opinion.



court, an Original Petition and Restraining Order agai nst Al G based
on this breach. AIA and AIG both filed petitions for bankruptcy
under Chapter 7 of the Bankruptcy Code on February 4, 2002. On
February 11, Wlls Fargo filed a Mdtion to Lift Stay to Pursue
State Court Litigation in the Al G bankruptcy case. The bankruptcy
court entered an agreed order partially lifting the automatic stay
on March 14, expressly permtting Wells Fargo to pursue state court
remedi es against Peerbhai individually. Wells Fargo began
collection activities against Peerbhai, and thereafter Peerbha
requested that Wells Fargo forbear from exercising its |egal and
contractual rights and renedies until April 9, 2003. WlIlIls Fargo
and Peerbhai reached an agreenent and executed a Limted
For bearance Agreenent dated April 10, 2002, and they filed an
Agreed Judgnent settling the state court litigation. The state
court entered the Agreed State Court Judgnent on April 25, 2002,
giving Wlls Fargo a consensual |ien on Peerhbai’s honestead, as
well as a judgnent against Peerbhai pursuant to the terns of
Peer bhai’s Conti nui ng CGuaranty. The total amount of the Agreed
State Court Judgnent agai nst Peerbhai was $3, 398, 956. 16.
I

On July 11, 2002, the Trustee for AIA, Ronald J. Sommers,
filed an Application for Substantive Consolidation (“Application”),
seeking to consolidate AlIA and Peerbhai as a single debtor in
bankruptcy. At the tinme of the Application, Peerbhai was not in
bankruptcy, and the Application sought essentially to put himinto
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bankruptcy and relate his filing date back to AIA's February 4,
2002 filing date under the theories of “single economc unit” and
“single business enterprise.” Wells Fargo objected to the
Appl i cation. On Decenber 11, 2002, Peerbhai filed a Chapter 11
bankruptcy petition, which he later converted into a Chapter 7
petition.

The United States Bankruptcy Court for the Southern District
of Texas held evidentiary hearings on the Application on May 2 and
May 23, 2003. Sommers argued that Peerbhai and AlA were not
separate legal entities, and that the finances of Al A and Al G were
comm ngl ed by Peerbhai so that substantively consolidating all of
Peer bhai’s personal assets with the assets of AIA and Al G was the
only way to ensure equitable distribution of the assets to the
creditors of AlA and AIG

On Sept enber 25, 2003, the bankruptcy court issued Fi ndi ngs of
Fact and Conclusions of Law. It determ ned that Peerbhai engaged
in a pattern of activity that was ainmed at concealing AIA s
proceeds fromits creditors and fromPeerbhai’s personal creditors,
t hat Peer bhai made no neani ngful distinction between his funds and
those of AIA while AIA was a going concern, that substantial
identity between Peerbhai and Al A existed and AlA s creditors dealt
w th Peerbhai and Al A as a single economc unit and did not rely on
their separate identities in extending credit, that Peerbhai and
AlA did not observe the corporate formalities required by Texas
| aw, and that Peerbhai treated AIA as an alter ego of hinself,

4



using the AlIA corporate status to commt fraud against his and
AlA's creditors. Based on these findings, the bankruptcy court
concluded that substantive consolidation was appropriate for
several reasons: first, substantive consolidation would benefit
all creditors, and not unfairly prejudice any creditor, because the
financial affairs of AlA and Peerbhai were so entangled that the
assets of each could not be segregated; second, substantive
consolidation would avoid the harm of AIA's creditors receiving
virtually nothing in a bankruptcy that was caused primrily by
Peerbhai looting AlA third, Wlls Fargo would not be unfairly
harmed by substantive consolidation because of WIIls Fargo’'s
know edge and the circunstances surroundi ng the execution of the
Li m ted For bearance Agreenent, and further that any prejudice Wl ls
Fargo may suffer fromsubstantive consolidation is not unfair, and
is substantially outweighed by the benefits to other creditors;
fourth, the fact that AlA and Peerbhai were essentially a single
financial entity could not have been ignored by Wells Fargo or any
ot her reasonably diligent party extending credit to Peerbhai; and

fifth, substantive consolidation should be effective nunc pro tunc

to the petition date of February 4, 2002, because at all relevant
ti mes, Peerbhai and Al A operated as one financial entity.

Wells Fargo appealed to the district court the bankruptcy
court’s Novenber 17, 2003 Order Granting Substantive Consol i dati on.
In that appeal, Wlls Fargo argued for the first tinme that the
Suprene Court of the United States effectively abrogated the
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doctrine of substantive consolidation in Gupo MXxicano de

Desarrollo, S.A. v. Alliance Bond Fund, Inc., which held that a

prelimnary injunction, issued prior to any judgnent essentially to
prevent fraudulent transfer of assets, was an inproper use of
equity powers. 527 U S. 308, 332 (1999) (“[T]he equitable powers
conferred by the Judiciary Act of 1789 did not include the power to
create renedi es previously unknown to equity jurisprudence. Even
when sitting as a court in equity, we have no authority to craft a
‘nucl ear weapon’ of the law |li ke the one advocated here.”). The

district court, however, determ ned that substantive consolidation

remai ns an avail able renedy despite the G upo Mexicano hol ding,

readi ng G upo Mexicano narrowy and noting that G upo Mexicano did

not di scuss the renedy of substantive consolidation.

Wells Fargo further argued that even if substantive
consolidation is an avail able renedy, the bankruptcy court should
not have applied it retrospectively to revoke WlIls Fargo’'s
interests in Peerbhai’s assets. The district court noted that

before a court nmay exercise its nunc pro tunc powers, that court

must make an inquiry to determne whether retroactivity 1is
necessary to achieve sone benefit or avoid harm The district
court determ ned that the bankruptcy court took the proper factors
into consideration in determning whether to apply substantive
consolidation retroactively, and thus its deci sion was appropri ate.

Wells Fargo made a third argunent to the effect that the
bankruptcy court’s alter ego concl usion was inproper under Texas
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| aw, which requires proof of actual fraud. WlIls Fargo contended
t hat the bankruptcy court did not showthat Peerbhai had the actual
i ntent necessary to prove actual fraud. The district court held
that based on the bankruptcy court’s findings, the actions of
Peer bhai prove that his intent to defraud was cal cul ated, not
accidental, and thus the bankruptcy court’s decision regarding
alter ego was not erroneous.

Wells Fargo tinely appeals the district court’s final
j udgnent .

1]

Wl |l s Fargo argues that the bankruptcy court did not have the
power to order substantive consolidation and, in the alternative,
that if the bankruptcy court had such power, it applied the wong
standard to determ ne whether substantive consolidation was
appropri ate. Further, WIlls Fargo contends that substantive
consol i dation was i nappropriate in this case and, finally, that the
bankruptcy court erred in issuing the order to consolidate nunc pro

tunc.

This Court applies the sane standard of review to the
bankruptcy court’s decision as applied by the district court.

Total Mnatonme Corp. v. Jack/Wade Drilling, Inc. (In re Jack/\Wade

Drilling, Inc.), 258 F. 3d 385, 387 (5th Gr. 2001). The bankruptcy

court’s findings of fact are revi ewed under a clear error standard,

while conclusions of I|law are reviewed de novo. I d. The

determ nation of which standard to apply in order to assess whet her
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substantive consolidation is appropriate is a question of |aw
reviewed de novo. As to the bankruptcy court’s decision to
consol i date, sone courts suggest that we revi ew such deci si on under

an abuse of discretion standard. See, e.qd., Reider v. Fed. Deposit

Ins. Corp. (In re Reider), 31 F.3d 1102, 1105 (11th Gr. 1994)

(appl ying abuse of discretion standard to bankruptcy court’s
decision to consolidate estates of spouses, as explicitly

aut hori zed under the Bankruptcy Code); First Nat’'l Bank of El

Dorado v. Gller (Inre Gller), 962 F.2d 796, 799 (8th G r. 1992)

(stating that the abuse of discretion standard nay be appropri ate,
but declining to resol ve the question). This Court has stated that
“substantive consolidation affects the substantive rights of the
parties and therefore is subject to heightened judicial scrutiny.”

Clyde Bergemann, Inc. v. Babcock & WIlcox Co. (In re Babcock &

Wlcox Co.), 250 F.3d 955, 959 n.6 (5th Gr. 2001). Furthernore,

we review the bankruptcy court’s decision to enter a nunc pro tunc

order for abuse of discretion. See Heartland Fed. Sav. & Loan
Ass’'n v. Briscoe Enters., Ltd., Il (In re Briscoe Enterprises,
Ltd. 1), 994 F.2d 1160, 1170 (5th Cr. 1993); see also Pac.

Shores Dev., LLC v. At Hone Corp. (Iln re At Hone Corp.), 392 F.3d

1064, 1067 (9th Gr. 2004).

On March 14, 2002, the bankruptcy court entered an Agreed
Order Partially Lifting the Automatic Stay to Proceed in State
Court Litigation (“Agreed Order”). This order granted Wells
Fargo’s “Energency Motion to Lift the Automatic Stay to proceed in
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the lawsuit [in state court] ..., to maintain its tenporary
i njunction against [AIG and pursue renedi es agai nst [] Peerbhai
individually[.]” Sommers and Wells Fargo both consented to the
Agreed Order. The bankruptcy court, by granting the notionto lift
the stay, and Sommers, by agreeing to it, explicitly authorized and
consented to Wlls Fargo’s pursuit of state court renedi es agai nst
Peer bhai . Because of this green |ight by the bankruptcy court,
Wl |l s Fargo expended its tine and noney to pursue the state court
litigation until the suit concluded in the Limted Forbearance
Agr eenent . Yet, when Sommers later filed his notion for
substantive consolidation, which the bankruptcy court in turn
granted, he then sought to undo what he had earlier specifically
aut hori zed by applying the consolidation of the estates nunc pro
tunc. In granting the notion, the bankruptcy court stated that
“[t] he avoidance of the liens granted to Wlls Fargo by Peerbha
pursuant to the Limted Forbearance Agreenent would sinply return
Wells Fargo to its position as of the petition date.” W think it
was a little late for this reversal of course.

The bankruptcy court, in granting Wells Fargo aut horizationto
pursue the state court litigation, and then invalidating its
aut hori zation sone twenty nonths |later, and nineteen nonths after
the litigation had termnated in a settlenent, cited Section 105(a)

of the Bankruptcy Code as its jurisdictional authority.? However,

2 The provision granting the bankruptcy court its genera
equi tabl e powers states that:



“Ia] court’s powers under 8§ 105(a) are not unlimted[.]” Mrant

Corp. v. Potomac Elec. Power Co. (In re Mrant Corp.), 378 F.3d

511, 523 (5th Cr. 2004). Section 105(a) “does not permt []
courts to ‘act as roving conmmssion[s] to do equity.'” | d.

(quoting In re Southmark Corp., 49 F. 3d 1111, 1116 (5th Gr. 1995))

(second alterationinoriginal).® But even if the bankruptcy court

The court my issue any order, process, or
judgnent that is necessary or appropriate to
carry out the provisions of this title. No
provision of this title providing for the
raising of an issue by a party in interest
shal | be construed to preclude the court from
sua sponte, taking any action or nmaking any
determ nation necessary or appropriate to
enforce or inplenent court orders or rules, or
to prevent an abuse of process.

11 U.S.C. § 105(a) (2005).

3 W al so note concerns regarding the consolidation of a non-
debtor with a debtor, which is the essence of what the nunc pro
tunc nature of the order granting substantive consolidation
achi eved. “The courts are divided on whether they may order
consolidation of a debtor with a nondebtor.” 2 Collier on
Bankruptcy Y 105.09[1][c] (15th ed. rev. 2005). Sone courts have
al l oned such consolidation. See, e.qd., Soviero v. Franklin Nat’]|
Bank, 328 F.2d 446 (2d CGr. 1964); Walter E. Heller & Co. .
Langenkanp (In re Tureaud), 59 B.R 973 (N.D. Ckla. 1986). Ohers
have cautioned that “as careful as the courts nust be in allow ng

substantive consolidation of debtors to occur ..., the caution nust
be mul tiplied exponentially in a situation where a consolidation of
a debtor’s case with a non-debtor is attenpted.” NMrse Operations,

Inc. v. Robins Le-Cocqg, Inc. (Inre Lease-A-Fleet, Inc.), 141 B.R
869, 872 (Bankr. E.D. Penn. 1992). Still others have held that the
bankruptcy court does not have subject matter jurisdiction over a
non-debtor, thus precludi ng substantive consolidation, as 8§ 105 of
t he Bankruptcy Code is not a jurisdictional grant, and further that
substantive consolidation should not be used to circunvent the
i nvoluntary bankruptcy petition procedures of § 303 of the
Bankruptcy Code. Helena Chem Co. v. Crcle Land & Cattle Corp.
(Inre Grcle Land & Cattle Corp.), 213 B.R 870, 876-77 (Bankr. D
Kan. 1997).
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had the jurisdictional authority, it abused its discretion in
exerting it. Furthernore, we think that the trustee, Somers,
shoul d have been nore circunspect in requesting such an order given
his earlier approval of the litigation that resulted in settlenent
ternms that could not have been unexpected. Wells Fargo relied on
the agreenent of the trustee and the approval of the court when it
lifted the stay, and Wells Fargo nmade investnents of its tinme and
nmoney because of this specific approval. Furthernore, nothing in
the record suggests that Sommers knew anything nore at the |ater
date when he asked the court to grant substantive consolidation
than he could have reasonably known at the tine the Agreed O der
was entered. This untinely wthdrawal of approval m ght have been
understood if the litigation had produced sone anonal ous and
unexpected result, but it did not. On the other hand, the
abrogation of the earlier approval worked to the significant

prejudice of Wlls Fargo.*

In this case, Peerbhai was a non-debtor on February 4, 2002,
the date to which the bankruptcy court determined in its nunc pro
tunc order that substantive consolidation relates. Peerbhai did
not file his own bankruptcy petition for another ten nonths after
the petition date of AIA and AIG and five nonths after Somrers
filed the Application for Substantive Consolidation. Because
Peer bhai was a non-debtor for such a substantial anount of the
relevant tinme, special concerns exist. Substantive consolidation
shoul d be ordered with nore caution than normal, and juri sdictional
concerns may al so be at issue.

4 This abrogation also seens to be in tension with Section
105(a), which allows the court to sua sponte take action to enforce
or inplenent its orders. In this case, the bankruptcy court
appears to use its Section 105(a) powers to contradict its previous
order.
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Because we hold that the bankruptcy court erred in applying

substanti ve consol i dati on nunc pro tunc, and t hus vacate and r enand

for further proceedings, we decline to address WlIlls Fargo's
argunents regarding the bankruptcy <court’s power to grant
substantive consolidation and the proper standard for and
application of substantive consolidation.® Gven that the order of

substanti ve consolidation, in the absence of a nunc pro tunc order,

appears likely to be fruitless, there is the probability that the

issue will not arise on renand.

5> Wthout deciding whether the bankruptcy court has the power
to order substantive consolidation, we do note that those
jurisdictions that have allowed it enphasize that substantive
consol i dation should be used “sparingly.” 1nre Omens Corning, 419
F.3d 195, 208-09 (3d Cir. 2005); In re Bonham 229 F.3d 750, 767
(9th G r. 2000); Union Sav. Bank v. Augi e/Restivo Baking Co. (Inre
Augi e/ Restivo Baking Co.), 860 F.2d 515, 518 (2d Gr. 1988); 2
Coll'ier on Bankruptcy § 105.09[1][d] (15th ed. rev. 2005). It “is
an extrene and unusual renedy.” Gandy v. Gandy (I n re Gandy), 299
F.3d 489, 499 (5th Cr. 2002). “lI ndeed, because substantive
consolidation is extrene ... and inprecise, this ‘rough justice
remedy should be rare and, in any event, one of |ast resort after
considering and rejecting other renedies.” Oaens Corning, 419 F. 3d
at 211. Furthernore, it appears on the record before us that other
remedies, such as the doctrines of alter ego and fraudul ent
conveyance, may have been available, and appropriate under the
circunstances, and the bankruptcy court should duly make such
consi derations. Substantive consolidation should not be used as “a
‘free pass’ to spare [d]ebtors or any other group from proving
chal l enges, like fraudulent transfer clains, that are liberally
brandi shed to scare yet are hard to show.” Owsens Corning, 419 F. 3d
at 215. As the Omens Corning court noted, if the objectors to
substantive consolidation were as vulnerable to the fraudul ent
transfer chall enges as all eged, “then the gane shoul d be played to
the finish in that arena.” |d.
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For the reasons stated, the judgnent of the district court is
VACATED, and the <case is REMANDED for further proceedings
consistent with this opinion.

VACATED and REMANDED.
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